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Federal Reserve System § 221.114 

(e) The Board has indicated its view 
that any arrangement under which 
margin stock is more readily available 
as security to the lending bank than to 
other creditors of the borrower may 
amount to indirect security within the 
meaning of this part. In an interpreta-
tion published at § 221.110 it stated: 
‘‘The Board has long held, in the * * * 
purpose area, that the original purpose 
of a loan should not be determined 
upon a narrow analysis of the technical 
circumstances under which a loan is 
made * * * . Where security is involved, 
standards of interpretation should be 
equally searching.’’ In its pamphlet 
issued for the benefit and guidance of 
banks and bank examiners, entitled 
‘‘Questions and Answers Illustrating 
Application of Regulation U’’, the 
Board said: ‘‘In determining whether a 
loan is ‘‘indirectly’’ secured, it should 
be borne in mind that the reason the 
Board has thus far refrained * * * from 
regulating loans not secured by stock 
has been to simplify operations under 
the regulation. This objective of sim-
plifying operations does not apply to 
loans in which arrangements are made 
to retain the substance of stock collat-
eral while sacrificing only the form’’. 

(f) A wide variety of arrangements as 
to collateral can be made between 
bank and borrower which will serve, to 
some extent, to protect the interest of 
the bank in seeing that the loan is re-
paid, without giving the bank a con-
ventional direct ‘‘security’’ interest in 
the collateral. Among such arrange-
ments which have come to the Board’s 
attention are the following: 

(1) The borrower may deposit margin 
stock in the custody of the bank. An 
arrangement of this kind may not, it is 
true, place the bank in the position of 
a secured creditor in case of bank-
ruptcy, or even of conflicting claims, 
but it is likely effectively to strength-
en the bank’s position. The definition 
of indirectly secured in § 221.2, which pro-
vides that a loan is not indirectly se-
cured if the lender ‘‘holds the margin 
stock only in the capacity of custo-
dian, depositary or trustee, or under 
similar circumstances, and, in good 
faith has not relied upon the margin 
stock as collateral,’’ does not exempt a 
deposit of this kind from the impact of 
the regulation unless it is clear that 

the bank ‘‘has not relied’’ upon the 
margin stock deposited with it. 

(2) A borrower may not deposit his 
margin stock with the bank, but agree 
not to pledge or encumber his assets 
elsewhere while the loan is out-
standing. Such an agreement may be 
difficult to police, yet it serves to some 
extent to protect the interest of the 
bank if only because the future credit 
standing and business reputation of the 
borrower will depend upon his keeping 
his word. If the assets covered by such 
an agreement include margin stock, 
then, the credit is ‘‘indirectly secured’’ 
by the margin stock within the mean-
ing of this part. 

(3) The borrower may deposit margin 
stock with a third party who agrees to 
hold the stock until the loan has been 
paid off. Here, even though the parties 
may purport to provide that the stock 
is not ‘‘security’’ for the loan (for ex-
ample, by agreeing that the stock may 
not be sold and the proceeds applied to 
the debt if the borrower fails to pay), 
the mere fact that the stock is out of 
the borrower’s control for the duration 
of the loan serves to some extent to 
protect the bank. 

(g) The three instances described in 
paragraph (f) of this section are merely 
illustrative. Other methods, or com-
binations of methods, may serve a 
similar purpose. The conclusion that 
any given arrangement makes a credit 
‘‘indirectly secured’’ by margin stock 
may, but need not, be reinforced by 
facts such as that the stock in question 
was purchased with proceeds of the 
loan, that the lender suggests or insists 
upon the arrangement, or that the loan 
would probably be subject to criticism 
by supervisory authorities were it not 
for the protective arrangement. 

(h) Accordingly, the Board concludes 
that the loan by Bank Y to Fund X is 
indirectly secured by the portfolio of 
the fund and must be treated by the 
bank as a regulated loan. 

§ 221.114 Bank loans to purchase stock 
of American Telephone and Tele-
graph Company under Employees’ 
Stock Plan. 

(a) The Board of Governors inter-
preted this part in connection with 
proposed loans by a bank to persons 
who are purchasing shares of stock of 
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American Telephone and Telegraph 
Company pursuant to its Employees’ 
Stock Plan. 

(b) According to the current offering 
under the Plan, an employee of the 
AT&T system may purchase shares 
through regular deductions from his 
pay over a period of 24 months. At the 
end of that period, a certificate for the 
appropriate number of shares will be 
issued to the participating employee by 
AT&T. Each employee is entitled to 
purchase, as a maximum, shares that 
will cost him approximately three- 
fourths of his annual base pay. Since 
the program extends over two years, it 
follows that the payroll deductions for 
this purpose may be in the neighbor-
hood of 38 percent of base pay and a 
larger percentage of ‘‘take-home pay.’’ 
Deductions of this magnitude are in ex-
cess of the saving rate of many employ-
ees. 

(c) Certain AT&T employees, who 
wish to take advantage of the current 
offering under the Plan, are the owners 
of shares of AT&T stock that they pur-
chased under previous offerings. A 
bank proposed to receive such stock as 
collateral for a ‘‘living expenses’’ loan 
that will be advanced to the employee 
in monthly installments over the 24- 
month period, each installment being 
in the amount of the employee’s 
monthly payroll deduction under the 
Plan. The aggregate amount of the ad-
vances over the 24-month period would 
be substantially greater than the max-
imum loan value of the collateral as 
prescribed in § 221.7 (the Supplement). 

(d) In the opinion of the Board of 
Governors, a loan of the kind described 
would violate this part if it exceeded 
the maximum loan value of the collat-
eral. The regulation applies to any 
margin stock-secured loan for the pur-
pose of purchasing or carrying margin 
stock (§ 221.3(a)). Although the pro-
posed loan would purport to be for liv-
ing expenses, it seems quite clear, in 
view of the relationship of the loan to 
the Employees’ Stock Plan, that its ac-
tual purpose would be to enable the 
borrower to purchase AT&T stock, 
which is margin stock. At the end of 
the 24-month period the borrower 
would acquire a certain number of 
shares of that stock and would be in-
debted to the lending bank in an 

amount approximately equal to the 
amount he would pay for such shares. 
In these circumstances, the loan by the 
bank must be regarded as a loan ‘‘for 
the purpose of purchasing’’ the stock, 
and therefore it is subject to the limi-
tations prescribed by this part. This 
conclusion follows from the provisions 
of this part, and it may also be ob-
served that a contrary conclusion 
could largely defeat the basic purpose 
of the margin regulations. 

(e) Accordingly, the Board concluded 
that a loan of the kind described may 
not be made in an amount exceeding 
the maximum loan value of the collat-
eral, as prescribed by the current § 221.7 
(the Supplement). 

§ 221.115 Accepting a purpose state-
ment through the mail without ben-
efit of face-to-face interview. 

(a) The Board has been asked wheth-
er the acceptance of a purpose state-
ment submitted through the mail by a 
lender subject to the provisions of this 
part will meet the good faith require-
ment of § 221.3(c). Section 221.3(c) states 
that in connection with any credit se-
cured by collateral which includes any 
margin stock, a nonbank lender must 
obtain a purpose statement executed 
by the borrower and accepted by the 
lender in good faith. Such acceptance 
requires that the lender be alert to the 
circumstances surrounding the credit 
and if further information suggests in-
quiry, he must investigate and be satis-
fied that the statement is truthful. 

(b) The lender is a subsidiary of a 
holding company which also has an-
other subsidiary which serves as under-
writer and investment advisor to var-
ious mutual funds. The sole business of 
the lender will be to make ‘‘non-pur-
pose’’ consumer loans to shareholders 
of the mutual funds, such loans to be 
collateralized by the fund shares. Most 
mutual funds shares are margin stock 
for purposes of this part. Solicitation 
and acceptance of these consumer 
loans will be done principally through 
the mail and the lender wishes to ob-
tain the required purpose statement by 
mail rather than by a face-to-face 
interview. Personal interviews are not 
practicable for the lender because 
shareholders of the funds are scattered 
throughout the country. In order to 
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